We investigate the relation between institutional ownership, financial health, and the market valuation weights on earnings and the book value of equity. We find that the valuation weight on earnings (book value) increases (decreases) with the level of institutional ownership for profit firms, while that on book value increases with the level of institutional ownership for loss firms. This valuation effect is not subsumed by incorporating current measures of financial health and is mainly driven by institutions with long investment horizons and monitoring incentives. We conclude that the institutional valuation effect is consistent with institutions playing a positive governance role.
Introduction
This paper investigates the relation between institutional ownership, financial health, and the market valuation weights on earnings and book value of equity. Our inquiry is motivated by two lines of research in the literature. The first line of research suggests that institutional investors play a positive role in corporate governance (e.g., Vishny, 1986 and 1997; Bushee 1998) and that they prefer to invest in financially healthy firms (e.g., Hessel and Norman, 1992; Del Guercio, 1996) . The second line of research suggests that the market valuation weights on earnings and book value of equity are a function of firms' financial health (e.g., Burgstahler and Dichev, 1997; Barth, Beaver and Landsman, 1998; and Collins, Pincus and Xie, 1999) . Since institutional investors prefer to invest in financially healthy firms and their presence likely dynamically improves firms' financial health through their positive influence on corporate governance, we predict that the market valuation weights on earnings and book value of equity are related to the level of institutional ownership.
We find that firms with high levels of institutional ownership are financially healthier or less financially distressed than their low institutional ownership counterparts. For example, high institutional ownership firms enjoy higher ROE and ROA ratios in the current year and subsequent three years compared with low institutional ownership firms, regardless of whether these firms report profits or losses in the current year. In addition, high institutional ownership firms that report profits in the current year are more likely to continue to report profits and higher ROE and ROA ratios in the subsequent years than their low institutional ownership counterparts. On the other hand, high institutional ownership firms that report losses in the current year are more likely to turn around and report profits and higher ROE and ROA ratios in the subsequent years relative to low institutional ownership firms that report losses in the current year. In short, we find that firms with high levels of institutional ownership are financially healthier or less financially distressed, both in terms of current and future financial performance measures, than firms with low levels of institutional ownership.
We then examine the effect of institutional ownership on equity valuation weights on earnings and book value of equity using a valuation model following Barth et al. (1998) and Collins et al. (1999) . As expected, we find that the market valuation weight on earnings (book value of equity) increases (decreases) with the level of institutional ownership for profit firms while the valuation weight on book value of equity for loss firms increases in the level of institutional ownership. Thus, we find that the valuation weights on earnings and book valuation of equity change systematically according to the level of institutional ownership.
Our findings on the valuation effect of institutional ownership are consistent with two potential roles of institutional investors documented in prior literature. First, institutional investors may simply self-select into financially healthy or growth firms (e.g., Hessel and Norman, 1992; Del Guercio, 1996) . Second, institutional investors play a positive governance role that can dynamically influence firms' current and future performance Vishny, 1986 and 1997; Bushee, 1998) . These two roles, however, are not mutually exclusive. We, therefore, can only provide evidence on whether our findings on the valuation effect of institutional ownership are more consistent with one role than the other role.
We conduct several tests for this inquiry. First, we incorporate current measures of financial health into our valuation model in addition to the level of institutional ownership. If institutional investors simply pick financially healthy firms, then the valuation effect of institutional ownership is likely to be subsumed once we control for current measures of financial health. If, on the other hand, institutional investors play a positive governance role, then the valuation effect of institutional ownership is unlikely to be subsumed by controlling for current measures of financial health. This is because the valuation weights on earnings and book value of equity reflect not only firms' current but also their future financial health, which is affected by the governance role of institutional investors. We find that the valuation weights on earnings and book the descriptive statistics and empirical findings in Section 4. Section 5 summarizes and concludes the paper.
Hypothesis Development (i) Level of Institutional Ownership and Financial Health
A large number of studies suggest that institutional investors play a positive role in corporate governance. Theoretically, Shleifer and Vishny (1986) and Admati, Pfleiderer and Zechner (1994) demonstrate that the presence of larger shareholders overcomes the free-rider problem associated with monitoring, leading to monitoring as an equilibrium outcome. The empirical literature appears to support this prediction. For example, Carleton, Nelson and Weisbach (1998) show that the Teachers Insurance Annuity Association -College Retirement Equities Fund (TIAA-CREF) is able to influence corporate governance issues successfully through private negotiations with firms' management. Hartzell and Starks (2003) provide evidence that institutional concentration is positively related to the pay-for-performance sensitivity and negatively related to the level of executive compensation. They interpret their findings as being consistent with institutions serving a monitoring role in mitigating the agency problem between shareholders and managers.
In addition, Bushee (1998) finds that institutional investors, as a whole, reduce the likelihood that managers cut R&D to reverse earnings declines, suggesting that "institutional investors are sophisticated investors who typically fulfill a monitoring role in reducing incentives to manage earnings with cuts in R&D (p. 307). " Chan, Martin, and Kensinger (1990) show that the announcements of increased R&D spending are associated with a positive market reaction, especially for high-tech firms. Lev and Sougiannis (1996) provide evidence that R&D expenditure is positively associated with future earnings and that R&D capital is positively associated with future stock returns. These results, in conjunction with those in Bushee (1998) , suggest that institutional investors, as a whole, can improve future firm performance through curtailing managers' incentives to manage earnings with cuts in R&D. However, Bushee also finds that predominant ownership by transient (i.e., short-term) institutions significantly increases the likelihood that managers cut R&D to manage earnings (p. 307). This suggests that the positive governance role of institutional ownership is primarily due to the presence of long-term institutions (i.e., dedicated and quasi-indexer). Finally, Chung, Firth, and Kim (2002) find that the presence of large institutional investors inhibits managers from increasing or decreasing reported profits towards the managers' desired level or range of profits, consistent with institutional investors monitoring and constraining the selfserving behavior of corporate managers.
Another line of research suggests that institutional investors self-select into financially healthy firms due to their fiduciary responsibility. Del Guercio (1996) argues that the prudent-man laws purport to protect beneficiaries by allowing them to seek damages from a fiduciary who fails to invest in their best interest. As a result, fiduciaries have an incentive to protect themselves from liabilities by tilting their portfolios toward Dan S. Dhaliwal, Oliver Zhen Li, and Hong Xie Asia-Pacific Journal of Accounting & Economics 17 (2010) 151-173 155 high-quality assets that are easy to defend in court. She finds that institutional investors tilt their investment portfolio towards high quality stocks and that more constrained banks tilt significantly more than other institutional investors. In examining the financial characteristics of institution-neglected and institution-held firms, Hessel and Norman (1992) find that firms strongly held by institutions (with at least 65 per cent of institutional ownership) are more profitable in terms of ROE and ROA, invest more heavily in R&D and are larger in size than firms neglected by institutions (with less than 15 per cent of institutional ownership). Thus, they also find that institutions prefer to invest in financially healthy firms.
1 Regardless of whether institutional investors play a positive governance role or simply self-select into financially healthy firms, the extant literature suggests a positive association between institutional ownership and a firm's financial health.
(ii) Level of Institutional Ownership and Equity Valuation
Prior valuation research suggests that the market valuation of accounting information depends on firms' financial health. For example, Burgstahler and Dichev (1997) find that the valuation weight on earnings (book value of equity) is high (low) when the firm is financially healthy as measured by the ROE ratio. Furthermore, Barth et al. (1998) provide evidence that the pricing multiple on and the incremental explanatory power of earnings (book value of equity) increase (decrease) as financial health, measured either by the proximity to bankruptcy or by debt rating, increases. Finally, Collins et al. (1999) show that (1) the valuation weight on earnings (book value of equity) is higher (lower) for profit firms than that for loss firms and (2) the primary value attribute for loss firms is book value of equity, since losses are not indicative of expected future earnings and thus are of little value relevance.
To the extent that firms with high levels of institutional ownership are financially healthier than those with low levels of institutional ownership, we expect that the market valuation weight on earnings increases while that on book value of equity decreases as the levels of institutional ownership increase for firms that report profits. For loss firms, however, we expect that the valuation weight on book value of equity (the primary value attribute for loss firms) increases as the levels of institutional ownership increase because we expect loss firms with high institutional ownership to be less financially distressed and more likely to turn around than loss firms with low institutional ownership. We make no prediction regarding how the valuation weight on earnings changes in relation to the levels of institutional ownership for loss firms since losses are of little value relevance.
Based on the above discussion, we test the following hypotheses regarding the valuation effect of institutional ownership: 
Sample and Variables

(i) Sample Selection
We obtain data from two sources. Accounting data are obtained from the 2000 annual Compustat files and data on institutional ownership are obtained from the SEC Compact Disclosure database for the period between 1989 and 1999. Institutional investors with more than US$100 million in equity ownership must report their holdings to SEC in their quarterly Section 13(f) filings. Institutional investors in the Compact Disclosure database include banks, insurance companies, mutual funds, college endowment funds, corporate investors, pension and retirement funds, broker dealers, and other investment advisors.
We obtain 30,727 observations from Compustat for the period between 1989 and 1999 with sufficient information to calculate all accounting variables used in this study (discussed in more detail below). We then merge the Compustat data with the institutional ownership data and obtain a total of 14,576 observations. To reduce the impact of extreme observations, we delete the top and bottom 0.5% of all variables defined below.
2 Our final sample is composed of 13,612 firm-year observations, covering 11 years between 1989 and 1999.
(ii) Variable Measurement
Stock price (P) is the fiscal year-end stock price (Compustat data item #199). Earnings per share (NI) are the bottom-line net income (Compustat data item #172) divided by the number of shares outstanding (Compustat data item #25).
3 Book value of equity per share (BV) is total book value of equity (Compustat data item #60) divided by the number of shares outstanding (Compustat data item #25). Book-to-market ratio (BTM) is the ratio between total book value of equity and market value of equity (Compustat data item #199×Compustat data item #25). Research and development intensity (RND) is total research and development expense (Compustat data item #46) scaled by the beginning of the period total assets (Compustat data item #6). Sales growth (GROWTH) is change in sales (Compustat data item #12) scaled by the beginning of the period total assets. The level of institutional ownership (INST) is measured as the ratio of the number of shares held by all institutional investors to the number of shares outstanding for each firm-year. Finally, we measure financial health using the ROE ratio, defined as net income (#172) divided by beginning of the period book value of equity (#60), and the ROA ratio, defined as net income scaled by beginning of the period total assets.
Results
(i) Descriptive Statistics
We first divide the full sample into low and high institutional ownership subsamples using the median level of institutional ownership (INST), obtaining 6,814 observations in the low institutional ownership portfolio and 6,798 observations in the high institutional ownership portfolio. We then separate the full sample into profit (NI ≥ 0) and loss (NI < 0) subsamples. There are 10,276 observations in the profit subsample with 4,701 (5,575) observations in the low (high) institutional ownership portfolio. On the other hand, the loss subsample contains 3,336 observations with 2,113 (1,223) observations in the low (high) institutional ownership portfolio.
Panel A, Table 1 reports descriptive statistics for the profit subsample. By construction, the mean and median levels of institutional ownership for the high institutional ownership portfolio (57.84% and 57.00%, respectively) are higher than those for the low institutional ownership portfolio (16.17% and 16.00%). The means and medians of price (P), earnings per share (NI), book value of equity per share (BV) and total assets (ASSET) for the high institutional ownership portfolio are all significantly higher than those for the low institutional ownership portfolio. In addition, high institutional ownership firms are more profitable in terms of the current ROE and ROA ratios. The mean and median ROE (ROA) for the high institutional ownership portfolio are 18.38% (9.37%) and 15.99% (7.85%), respectively, while those for the low institutional ownership portfolio are 16.62% (8.82%) and 13.22% (7.03%). The differences in mean and median ROE (ROA) between high and low institutional ownership portfolios are both highly significant, suggesting a positive relation between financial health and institutional ownership. On the other hand, the book-to-market ratio (BTM) is significantly higher for low institutional ownership firms than for high institutional ownership firms, suggesting that institutional investors are associated with growth opportunities. Furthermore, R&D intensity (RND) is also slightly higher for low institutional ownership firms than for high institutional ownership firms although there is no difference in sales growth (GROWTH) between these two groups. . ASSET is total assets (Compustat data item #6). Book-tomarket ratio (BTM) is the ratio between total book value of equity and market value of equity (Compustat data item #199×Compustat data item #25). Research and development intensity (RND) is total research and development expense (Compustat data item #46) scaled by beginning of the period total assets. Sales growth (GROWTH) is change in sales (Compustat data item #12) scaled by the beginning of the period total assets. Return on equity (ROE) is net income scaled by beginning of the period book value of equity. Return on asset (ROA) is net income scaled by beginning of the period total assets. The loss dummy (D) is equal to 1 if NI < 0, and 0 otherwise. Data on institutional ownership are obtained from the SEC Compact Disclosure database for the period between 1989 and 1999. Institutional investors with more than US$100 million in equity ownership must report their holdings to SEC in their quarterly Section 13(f) filings. Institutional investors in the Compact Disclosure database include banks, insurance companies, mutual funds, college endowment funds, corporate investors, pension and retirement funds, broker dealers, and other investment advisors. We calculate the level of institutional ownership (INST) as the ratio between the number of shares held by all institutional investors and the number of shares outstanding for each firm-year. LINST is the lagged level of institutional ownership. If INST > LINST, the firm has increased its level of institutional ownership; if INST ≤ LINST, the firm has decreased or maintained its level of institutional ownership. See Table 1 for definitions of other variables. *, **, and *** denote significance at the 0.10, 0.05 and 0.01 level, respectively, based on a two-tailed t-statistic.
Dan S. Dhaliwal, Oliver Zhen Li, and Hong Xie Asia-Pacific Journal of Accounting & Economics 17 (2010) 151-173 160 We report descriptive statistics for the loss subsample in Panel B, Table 1 . The mean and median levels of institutional ownership for the high institutional ownership portfolio are 55.85% and 54.14%, respectively, while those for the low institutional ownership portfolio are 15.74% and 15.50%. These percentages are very similar to their counterparts in the profit subsample. Also similar to the profit subsample, the means and medians of price (P), book value of equity per share (BV), and total assets (ASSET) for the high institutional ownership portfolio are significantly higher than those for the low institutional ownership portfolio. The mean and median earnings per share (NI) for the high institutional ownership portfolio, however, are more negative than their counterparts from the low institutional ownership portfolio. Despite larger losses per share, high institutional ownership firms are less financially distressed than low institutional ownership firms in terms of ROE and ROA ratios. The mean and median ROE (ROA) ratios for the high institutional ownership portfolio are -20.10% (-11.48%) and -12.57% (-6.55%), respectively, whereas those for the low institutional ownership portfolio are -28.03% (-17.85%) and -20.28% (-11.60%) in the current year. The differences between these means and the medians are all highly significant. Again, RND is higher for low institutional ownership firms than for high institutional ownership firms and there is no difference in GROWTH between the two groups. One aspect for the loss firm subsample that is different from the profit firm subsample is that BTM is no longer different between the low and high institutional ownership firms.
Panel C, Table 1 reports descriptive statistics for the subsample that exhibits decreases or no changes in the level of institutional ownership in year t relative to year t -1 (hereafter, the decreasing subsample) and for the subsample that exhibits increases in the level of institutional ownership in year t relative to year t -1 (hereafter, the increasing subsample). We find that the means and medians of stock price (P), earnings per share (NI) and book value per share (BV) for the decreasing subsample are significantly lower than those for the increasing subsample. Moreover, the ROE and ROA ratios for the decreasing subsample are also significantly lower than those for the increasing subsample, which is suggestive that the decreasing subsample is less financially healthy than the increasing subsample.
In Panels A and B, Table 1 , we also compare the ROE and ROA ratios and the frequency of losses (D) in the subsequent three years between high and low institutional ownership firms. For both profit and loss firms, the mean and median ROE and ROA ratios are both significantly higher for high institutional ownership firms than for low institutional ownership firms. Also, loss firms with high institutional ownership are more likely to turn around and report profits in the subsequent years as compared to loss firms with low institutional ownership. For example, there are only 48.37%, 38.45% and 31.68% of loss firms with high institutional ownership continuing to report losses in year t + 1, t + 2 and t + 3, respectively, whereas there are still 65.06%, 54.17% and 45.54% of loss firms with low institutional ownership remaining in losses in year t + 1, t + 2 and t + 3. The above results show that loss firms with high institutional ownership are less financially distressed and are more likely to turn around in the subsequent years.
In summary, findings in Table 1 suggest that high institutional ownership firms are financially healthier, judged by current and future ROE and ROA ratios, and the propensity to report losses, than low institutional ownership firms. We expect the differences in financial health between high and low institutional ownership firms to manifest themselves in equity valuation weights on earnings and book value of equity.
(ii) Valuation Effect of Institutional Ownership
We test Hypotheses 1 and 2 using the following regression model:
where D is a loss dummy that equals 1 if NI < 0, and 0 otherwise. Equation (1) allows the valuation weights on earnings and book value of equity to differ depending on (1) whether a firm reports a profit or a loss and (2) its level of institutional ownership. The coefficients β 7 and β 8 capture the interaction between INST and NI and the interaction between INST and BV, respectively, for profit firms. Findings that β 7 > 0 and β 8 < 0 support our Hypothesis 1. The coefficient β 10 , on the other hand, captures the interaction between INST and BV for loss firms. A finding that β 10 > 0 supports our Hypothesis 2. Panel A, Table 2 , reports our findings. In this table and subsequent tables containing regression results, the t-statistics are computed using the Huber-White procedure that corrects for heteroskedasticity and auto-correlation. The coefficients on earnings (β 1 = 7.8631, t = 10.73) and book value of equity (β 2 = 0.6619, t = 6.06) for profit firms are both significantly positive as expected. In addition, the incremental coefficient on earnings for loss firms is significantly negative (β 4 = -8.9250, t = -11.28) while the incremental coefficient on book value of equity for loss firms is significantly positive (β 5 = 0.2414, t = 1.70). These findings are consistent with Collins et al. (1999) . Table 1 for definitions of other variables. The t-values are computed using the Huber-White procedure, which corrects for heteroskedasticity and auto-correlation. *, **, and *** denote significance at the 0.10, 0.05 and 0.01 level, respectively, based on a two-tailed t-statistic.
The terms NI INST and BV INST capture the valuation effect of institutional ownership on earnings and book value of equity, respectively, for profit firms. The coefficient on NI INST is positive and significant (β 7 = 2.3833, t = 1.70). The coefficient on BV INST is negative and significant (β 8 = -0.7327, t = -3.38). These results support Hypothesis 1 that the valuation weight on earnings (book value of equity) increases (decreases) as the level of institutional ownership increases for profit firms. The term BV INST D captures the effect of institutional ownership on book value of equity for loss firms. The coefficient on BV INST D is significantly positive (β 10 = 0.7255, t = 2.69), supporting Hypothesis 2 that the valuation weight on book value of equity increases in the level of institutional ownership for loss firms.
Next, we examine the valuation effect of changes in the level of institutional ownership. An increase in the level of institutional ownership can be viewed as a signal that the firm's financial health will improve or it will turn around if in financial distress. If the market valuation weight on earnings (book value of equity) increases (decreases) in the level of institutional ownership for profit firms as we have hypothesized, then we should observe that the incremental valuation weight on earnings (book value of equity) is positive (negative) for profit firms whose levels of institutional ownership increase in the current year as compared to the previous year. Since we hypothesize that the valuation weight on book value of equity increases with the level of institutional ownership for loss firms, we should observe that the incremental valuation weight on book value of equity is positive for loss firms whose levels of institutional ownership increase in the current year. We test the above implications of our Hypothesis 1 and 2 using the following equation: Table 2 , presents the regression results for Equation (2). We find that the coefficient on NI INC is positive but insignificant (β 12 = 0.6548, t = 1.29), not supporting Hypothesis 1; the coefficient on BV INC is significantly negative (β 13 = -0.2266, t = -3.10), supporting Hypothesis 1; and that the coefficient on BV INC D is significantly positive (β 15 = 0.2267, t = 1.90), supporting Hypothesis 2.
To summarize, the results in Table 2 generally support our hypotheses that the valuation weight on earnings (book value of equity) increases (decreases) for profit firms as the level of institutional ownership increases whereas the valuation weight on book value of equity increases for loss firms as the level of institutional ownership increases.
(iii) Roles of Institutional Investors in Equity Valuation
Our findings so far suggest that the level of institutional ownership is positively associated with firms' financial health and that the valuation weight on earnings (book value of equity) changes systematically according to the level of institutional ownership for both profit and loss firms. These findings, however, are possibly consistent with two roles of institutional investors hypothesized in the literature: (1) institutional investors simply pick financially healthy firms into their portfolios, and (2) institutional investors play a positive governance role that can dynamically influence firms' future financial health. In this section, we investigate whether our findings are more consistent with the former or latter.
(a) Valuation Effect of Institutional Ownership after Controlling for Current Measures of Financial Health
If institutional investors simply pick healthy firms, then the valuation effect of institutional ownership on earnings and book value of equity is likely to be subsumed when measures of current financial health are incorporated in Equation (1). If, on the other hand, institutional investors play a positive governance role, then the level of institutional ownership likely proxies for both current and future financial health since institutional investors likely dynamically improve firms' future financial health. Under this scenario, the valuation effect of institutional ownership on earnings and book value of equity is unlikely to be subsumed when measures of current financial health are incorporated in Equation (1). We conduct three tests along the above line of reasoning to examine whether the valuation effect of institutional ownership is more consistent with a stock picking role or a governance role.
In the first test, we incorporate ROE/ROA, two common measures of current financial health, into Equation (1):
If the valuation effect of institutional ownership on earnings and book value of equity (i.e., β 7 > 0, β 8 < 0 and β 10 > 0) remains after incorporating ROE (ROA) in Equation (3), we would conclude that institutional investors are more likely to play a governance role than a stock picking role. The results for estimating Equation (3) are provided in Table 3 . Panel A shows the valuation effects of ROE and ROA (Model 1 and Model 2) alone. They are consistent with Barth et al. (1998) in that when the level of firm financial health increases, the equity valuation weight shifts from book value of equity to earnings. Panel B shows the valuation effect of institutional ownership after controlling for the effects of ROE or ROA. We continue to observe that β 7 > 0 (2.6304, t = 1.89), β 8 < 0 (-0.7016, t = -3.38) and β 10 > 0 (0.8446, t = 3.15) in Model 1. These coefficients are all significant and in the right directions in Model 2 as well. These results suggest that the level of institutional ownership serves more than a mere proxy for the current measures of financial health such as ROE or ROA. The valuation effect of institutional ownership on earnings and book value of equity, therefore, is likely due to institutions playing a governance role.
In the second test, we use debt rating as an alternative measure of financial health following Barth et al. (1998) . Only a small fraction of firms in Compustat reports debt rating. We estimate debt rating for firms without rated debt following the procedure in Barth et al. (1998) . First, we estimate the following debt rating estimation equation in the cross-section, year-by-year, for firms with rated debt:
Dan S. Dhaliwal, Oliver Zhen Li, and Hong Xie Asia-Pacific Journal of Accounting & Economics 17 (2010) 151-173 165 where BR is a numerical value corresponding to a firm's Standard and Poor's subordinated debt rating (Compustat item # 320) or senior debt rating (Compustat item #280), ASSET is total assets, ROA is return-on-asset ratio, DBTA is debt (Compustat item #181) to total asset ratio and DIV is an indicator variable that is equal to one if the firm pays a dividend (Compustat item #21).
Next, we use Equation (4) and the estimated coefficients b 0 , b 1 , b 2 , b 3 and b 4 to predict debt rating for firms without rated debt. Thus, we have actual debt rating for firms with rated debt and predicted debt rating for firms without rated debt. We then create two indicator variables, SUB and SEN. SUB is set to one if a firm's subordinated debt rating is below the sample median (i.e., financially healthy), and zero otherwise.
4 Similarly, SEN is set to one if a firm's senior debt rating is below the sample median, and zero otherwise. SUB and SEN are two alternative measures of current financial health. SUB is a dummy that is equal to 1 if the firm's subordinated debt rating is above its median, and 0 otherwise. SEN is a dummy that equals 1 if the firm's senior debt rating is above its median, and 0 otherwise. See Table 1 for definitions of other variables. The t-values are computed using the Huber-White procedure, which corrects for heteroskedasticity and auto-correlation. *, **, and *** denote significance at the 0.10, 0.05 and 0.01 level, respectively, based on a two-tailed t-statistic.
We replace ROE and ROA in Equation (3) with SUB and SEN. We first report the valuation effects of SUB and SEN alone in Panel A, Table 3 (Model 3 and Model 4). We find that the valuation weight on earnings (book value of equity) is higher (lower) for firms with favorable debt rating. We thus replicate one of the major findings in Barth et al. (1998) . More importantly, Panel B (Model 3 and Model 4), Table 3, shows that the valuation effect of institutional ownership remains unchanged after incorporating SUB or SEN. Specifically, the coefficient on NI INST (BV INST) is significantly positive (negative) and that on BV INST D is significantly positive, regardless of whether SUB or SEN is used as a measure of financial health. This suggests that the valuation effect of institutional investors is incremental to the effect of debt ratings documented in Barth et al. (1998) and provides further evidence that the valuation effect of institutional ownership is consistent with the governance role point of view. Interestingly, the coefficient on NI SUB becomes insignificant and those on BV SUB and BV SEN become significantly positive, instead of negative, in Panel B. This indicates that debt rating is perhaps a less reliable measure of financial health compared with the level of institutional ownership. Dan S. Dhaliwal, Oliver Zhen Li, and Hong Xie Asia-Pacific Journal of Accounting & Economics 17 (2010) 151-173 167 In the third test, we examine whether the residual level of institutional ownership, which is unrelated to the current measures of financial health, impacts equity valuation in a similar way as the level of institutional ownership. Specifically, we employ the following two regression models,
where u INST is the residual level of institutional ownership from Equation (5a) and all other variables are as defined earlier.
In the first stage, we regress the level of institutional ownership on its determinants identified in prior studies in Equation (5a). Badrinath et al. (1989) and Gompers and Metrick (2001) suggest that institutional investors prefer to invest in large firms (i.e., b 1 > 0). Hessel and Norman (1992) find that institutional investors prefer firms with high ROE ratios (i.e., b 2 > 0). BTM, RND and GROWTH are all measures of a firm's growth potential. We expect institutional investors to be attracted to firms with growth potential (i.e., b 3 < 0, b 4 > 0 and b 5 > 0).
In the second stage, we estimate Equation (5b) to examine whether the residual level of institutional ownership still affects equity valuation weights as we hypothesize. In our setting, u INST is the portion of INST that is unrelated to log(ASSET), ROE, BTM, RND and GROWTH. Thus, any effect of u INST on valuation weights indicates that the level of institutional ownership proxies more than these determinants of institutional ownership (i.e., measures of current financial health and growth opportunities) and provide support for the governance role point of view.
The results of estimating these two equations are reported in Table 4 . Panel A presents our findings from estimating Equation (5a). Consistent with prior studies, we find that institutional investors prefer to invest in large firms, firms with high ROE ratios, and firms with growth potential.
5 Panel B, Table 4 , reports our findings from estimating Equation (5b). The coefficient on NI u INST remains significantly positive (β 7 = 2.3064, t = 1.75) and the coefficient on BV u INST remains significantly negative (β 8 = -0.8652, t = -4.76). This suggests that the valuation weight on earnings (book value of equity) for profit firms increases (decreases) with the residual level of institutional ownership even after controlling for log(ASSET), ROE, BTM, RND and GROWTH. However, the coefficient on BV u INST D (β 10 = 0.3762, t = 1.37) is positive but insignificant. Table 1 for definitions of other variables. The t-values are computed using the Huber-White procedure, which corrects for heteroskedasticity and auto-correlation. *, **, and *** denote significance at the 0.10, 0.05 and 0.01 level, respectively, based on a two-tailed t-statistic.
To summarize, our tests in Tables 3 and 4 suggest that the level of institutional ownership captures value-relevant information above and beyond current measures of financial health. In addition, they suggest that the valuation effect of institutional ownership documented in this paper is incremental to those documented in the prior literature (e.g., Dichev 1997, Barth et al. 1998) . Coupled with findings in Table 1 that the level of institutional ownership is positively related to measures of both current and future financial health, we conclude that the level of institutional ownership appears to be an ex ante parsimonious proxy for both current and future financial health, perhaps due to institutional investors positively influencing corporate governance and thus dynamically improving firms' financial health. Thus, the valuation effect of institutional ownership is consistent with institutional investors playing a positive governance role.
(b) Short-Term Versus Long-Term Institutional Investors
So far, we have assumed that institutions are homogeneous. To provide further evidence on whether the valuation effect of institutional ownership documented in this paper is consistent with institutional investors playing a positive governance role, we examine whether different types of institutions impact the equity valuation weights on earnings and book value of equity differentially. Bushee (1998) finds that mangers are less likely to cut R&D to reverse an earnings decline when institutional ownership is high, implying that institutions, as a whole, are sophisticated investors who typically serve a monitoring role in reducing pressures for managerial myopic behavior. However, he also finds that a large proportion of ownership by transient (i.e., short-term) institutions significantly increase the probability that managers reduce R&D to reverse an earnings decline. Bushee's results suggest that the large shareholdings and sophistication of institutional investors allow them to monitor and discipline firm managers, but this is not likely the case for short-term institutional investors. Callen et al. (2005) show that the difference between the variance contribution of domestic and foreign earnings decreases with the level of institutional ownership. Moreover, they show that, using Bushee's (1998) institutional investor classification scheme, the above relation remains unchanged for long-term institutional investors (i.e., dedicated institutions and quasi-indexers) but does not exist for transient institutions.
Since transient institutions are unlikely to play a governance role, we expect that their presence will not systematically affect the valuation weights on earnings and book value of equity for both profit and loss firms as we observe for institutional investors as a whole. In contrast, dedicated institutions and quasi-indexers (i.e., long-term institutions) are known to play a positive governance role (Bushee, 1998) . We, therefore, expect that their presence will systematically affect the valuation weights on earnings and book value of equity as we observe earlier. A finding that long-term, but not shortterm, institutions systematically affect the valuation weights on earnings and book value of equity in the expected directions provides further evidence that the valuation effect of institutional ownership is consistent with institutions playing a positive governance role.
As in Bushee (1998) , we divide institutional investors into transient, quasi-indexer and dedicated institutions. We define SHORT as the percentage ownership by transient institutions and LONG as the aggregate percentage ownership by quasi-indexers and dedicated institutions. We run the following regression: 
We expect that the valuation effect of institutional ownership is mainly driven by long-term institutional investors. We thus expect the valuation weights on earnings and book value of equity to change systematically with the level of long-term institutional ownership for profit and loss firms (i.e., β 12 > 0, β 13 < 0 and β 15 > 0). We do not expect the valuation weights on earnings and book value of equity to change systematically with the level of short-term institutional ownership. Table 5 reports our findings from estimating Equation (6). While the coefficients on NI SHORT, BV SHORT and BV SHORT D are either insignificant or in the wrong direction; the coefficient on NI LONG is positive and significant (β 12 = 5.1573, t = 2.59), the coefficient on BV LONG is negative and significant (β 13 = -0.8372, t = -2.80), and the coefficient on BV LONG D is positive and significant (β 15 = 1.3057, t = 3.66). These results support Hypotheses 1 and 2 for long-term, but not short-term, institutional investors and provide further evidence that the valuation effect of institutional investors on earnings and book value of equity is consistent with institutions playing a positive governance role. Dhaliwal, Oliver Zhen Li, and Hong Xie Asia-Pacific Journal of Accounting & Economics 17 (2010) We define percentage ownership by transient institutions as institutional investors with short investment horizons, SHORT. We define percentage ownership by quasi-indexer and dedicated institutions as institutional investors with long investment horizons, LONG. The t-values are computed using the Huber-White procedure, which corrects for heteroskedasticity and auto-correlation. *, **, and *** denote significance at the 0.10, 0.05 and 0.01 level, respectively, based on a two-tailed t-statistic.
Summary and Conclusion
This paper examines the effect of institutional ownership on the market valuation of earnings and book value of equity. Prior studies on institutional investors suggest that they play a positive role in corporate governance (the governance role) and that they prefer to invest in financially healthy firms (stock picking role). In addition, prior valuation research suggests that the market valuation weights on earnings and book value of equity are a function of firms' financial health. We hypothesize that the valuation weight on earnings (book value of equity) increases (decreases) as the level of institutional ownership increases for profit firms whereas the valuation weight on book value of equity increases as the level of institutional ownership increases for loss firms. We find evidence supporting our hypotheses.
We conduct several tests to investigate whether our findings are more consistent with the governance role or stock picking role of institutional investors. We find that the level of institutional ownership continues to affect equity valuation weights on earnings and book value of equity in the expected directions after we incorporate measures of current financial health and that the residual level of institutional ownership, which is unrelated to measures of current financial health and growth opportunities, also affects equity valuation weights on earnings and book value of equity in the expected directions. These findings suggest that the level of institutional ownership captures value-relevant information that includes but is above and beyond current measures of financial health. Further, we find that the valuation effect of institutional ownership is mainly driven
